This behavior of mortgage interest rates was significant because it led to an unprecedented volume of mortgage refinancing. Individuals who replaced old mortgages with new ones not only lowered their monthly mortgage payments (the result of the lower interest rate and the longer amortization period of the new mortgage) but were also able to extract cash at the time of their refinancing. Because of the previous rise in home prices, the amount of equity available to be withdrawn was often considerable.
While some of the cash extracted in this way was used to reduce other debt or to invest in financial assets, much of it was used to finance consumption. In its discussion of productivity, the Report points to the rise in productivity growth from 1.5 percent a year before 1995 to 2.5 percent from 1995 through 2001, followed by a remarkable acceleration of productivity growth to a 3.5 percent annual rate of growth from 2001 to 2005.
There is no discussion, however, of the reasons for the slowdown in productivity growth that began in 2002. Productivity increased 4.0 percent from 2001 to 2002 but then 3.8 percent in the next year followed by 3.4 percent and 2.7 percent. Without a clearer understanding of why productivity growth slowed in this way, it is hard to judge the appropriateness of the CEA's forecast that productivity growth will average just 2.6 percent a year during the six year period of the budget projection. Since the Report notes that the acceleration in productivity growth after 2001 relative to earlier years was not due to capital deepening but to "factors that are more difficult to measure ... such as continued improvements in technology and in business practices,"
(page 37), it remains possible that productivity growth will again rise in the years ahead.
The slowdown of productivity growth in the most recent four years and the concurrent acceleration of nominal wages produced a series of annual increases in unit labor costs. Although the CEA uses the interest rates quoted in the financial futures market to project short term interest rates through 2011, the forecast for the interest rate on 10 year notes calls for a rise to 5.6 percent for 2009 and beyond, a substantially higher figure than implied by the very flat long-term yield curve at less than 4.75 percent out to 30 years.
There is no discussion of the risks to the forecast in either the near term or the more distant future. While a basic forecast is needed for the budget projections, it would be useful to -6-know what the CEA regards as the various risks to the basic forecast and the policy options that might be considered if those risks were to materialize.
Chapter 6: The U.S. Capital Account Surplus
This chapter provides an unusual but useful approach to discussing the current international situation of the American economy. Instead of focusing on the trade imbalance or the current account deficit, it frames the discussion in terms of capital flows. Since the U.S.
current account deficit is equal to our capital account surplus, i.e., to the net inflow of funds from the rest of the world, the emphasis on the capital account surplus leads naturally to a discussion of the role that capital outflows from other countries play in the U.S. balance of payments.
Because of its focus on the capital account, the chapter provides a useful discussion of the To finance this trade deficit, the U.S. has to borrow from the rest of the world or sell
American assets like stocks, businesses and real estate to the rest of the world. In addition to paying for our trade deficit, we must also borrow to pay the net interest and dividends that we owe on the amounts that we previously borrowed or on the assets that we previously sold to foreign buyers. Until recently, the fact that U.S. investment abroad earned a higher rate of return than Where is this money coming from, why does it come to the United States, and how long will it continue to come? While the chapter emphasizes the global nature of the capital market, it also notes that the U.S. attracted 70 percent of the total global flow of capital in 2004, up from 33 percent in 1995. To explain why it comes to the United States, the Report asserts that almost all of the capital inflow is coming from private investors who are attracted by the high earnings of U.S. The chapter's statement that public funds accounted for an average of only 14 percent of the capital inflow is misleading because it focuses on a very narrow definition of "official" capital inflows. It is in fact impossible to know exactly how much of the capital inflow is coming from governments or institutions acting for governments. The monthly Treasury International Capital report is not helpful because it does not distinguish between the U.S. securities purchased by private buyers like foreign banks for their own account and the securities that they purchase as agents for foreign governments or other public institutions. Thus when an OPEC government buys U.S. bonds through a British bank, the inflow is classified as a private purchase.
-9-Although there is no way to know who is providing the very large capital inflows, I think it is likely to be foreign governments and public organizations. This change in the nature of the capital inflow -from private investments in equities and direct investments in US businesses to government investments in bonds -is important because it means that the inflow of funds may be less reliable in the future. The OPEC countries are currently parking their surpluses in dollar bonds until they decide how to spend those funds. When they start spending, they will sell the bonds and may not direct a large portion of their purchases to the United States. The Chinese are large buyers of dollar bonds because they want to prevent a significant appreciation of the rinminbi. But the goal of the Chinese government is to eliminate their trade surplus over the next few years, substituting an increase in domestic consumption for exports as a way of maintaining domestic employment. As part of that transition, the Chinese will no longer need to be such large buyers of dollar bonds.
Even before these major official buyers reduce their demand for dollar bonds, private investors could conclude that the small extra yield on dollar bonds relative to euro bonds or yen bonds is not enough of a compensation for the risk of a major dollar decline. That potential role of the dollar exchange rate and of expectations about changes in the exchange rate make the omission of any discussion of the dollar a serious shortcoming of the chapter.
The only way to shrink the U.S. trade deficit (and therefore the current account deficit) is a substantial decline of the dollar. While it is also necessary to increase domestic saving or reduce domestic investment, the price mechanism that converts this change in the saving-investment gap Faced with the prospect of a similarly large and rapid adjustment in the future, portfolio investors could now decide at any time that the small interest differentials -about 1 percent for Euro bonds and 3 percent for yen bonds -is not enough compensation for the risk of a major dollar decline.
The chapter predicts that the current account deficit will decline but there is no discussion of how and why that will happen. The statement that the capital inflow could decline quickly (page 145) is not correct. In the short run, the U.S. must attract the funds to finance its current account deficit. Only after the decline of the dollar causes the trade deficit and the current account deficit to shrink, can the actual capital inflow decline.
Until then, the markets must provide the incentive for investors to continue to hold the existing portfolio of dollar bonds and to add to it by an amount equal to the annual current account deficit. That incentive means higher interest rates on dollar bonds and a fall in the value of the dollar. The lower value of the dollar reduces the risk of a further decline and therefore reduces the need for a large compensating interest differential. It would have been useful if the chapter had examined these adjustments .
The chapter asks the question of whether the U.S. can continue to receive net capital inflows and run current account deficits "indefinitely". It answer with the optimistic assertion -11-that "U.S. capital inflows can continue indefinitely" (page 145) and notes that "the key issue concerning U.S. foreign capital inflows is not their absolute level but the efficiency with which they are used. Provided capital inflows promote strong U.S. investment, productivity, and growth, they provide important benefits to the United States as well as to the countries that are investing in the United States." (page 144)
It is of course difficult to know the extent to which the capital inflows cause investment to be higher than it otherwise would have been. If consumption and government expenditures were not changed by the capital inflow, the entire inflow would be an addition to investment. But the capital inflow helps to keep long-term interest rates down, thereby encouraging mortgage borrowing, housing construction and household consumer spending. The lower interest rates may also relieve pressure on the government to reduce fiscal deficits. In any case, it is worth noting that between the year 2000 and the year 2005, the share of private investment fell from 17.7 percent of GDP to 16.8 percent of GDP while consumption expenditures rose from 68.7 percent of GDP to 70.1 percent of GDP. Government spending also rose as a share of GDP.
An increasing ratio of the U.S. external debt to U.S. GDP makes it increasingly difficult to service that debt and makes the debt increasingly risky to foreign bondholders. The current account deficit can therefore continue indefinitely only if the resulting growth of the external debt does not exceed the growth of GDP. The change in the size of the external debt is the sum of the "balance on income" (i.e., the difference between U.S. interest and dividend payments to foreigners and U.S. receipt of such income from foreigners) and the deficit on trade and unilateral transfers. Since the rate of return on assets exceeds the growth rate of the economy, the growth of the external debt will remain less than the growth of GDP only if the deficit on trade and -12-unilateral transfers is actually a surplus. In short, a current account deficit can continue indefinitely but only if a part of the resulting interest and dividends owed to foreigners is financed by a trade surplus.
So even if global capital markets permit the current account surplus to continue indefinitely, the dollar must eventually decline to a level that leads to a trade surplus.
2
The chapter concludes with useful suggestions about the actions that the U.S. and other countries might take to reduce the global imbalance of trade and capital flows. While each of these actions would indeed be desirable (e.g., more saving in the U.S. and more consumption in China), it is not correct to assert that "no one country can reduce its external imbalance through policy action on its own. Instead, reducing external imbalances requires action by several If the increase in the U.S. saving rate were accompanied by a decline of the dollar, the reduced trade deficit could involve a rise in U.S. exports and a shift of U.S. consumer spending from foreign goods to American made goods and services, thus sustaining the overall level of U.S.
GDP. If the dollar does not decline, however, the rise in the U.S. saving rate would reduce -13-aggregate demand in the United States.
In either case, a reduced trade deficit in the United States would mean a reduced trade surplus in the rest of the world. This in turn would decrease aggregate demand in other countries.
If they do not change their policies in response to that reduction in aggregate demand, their growth of GDP would slow. They could prevent that slowdown by policies to stimulate domestic demand and improve market flexibility. While such policy responses would be good for the countries involved, they are not a requirement for the U.S. to reduce our trade deficit. That is up to us.
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